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WHY THE BANKING SYSTEM SHOULD BE REGULATED 699 here in the sense of a learning gap which in principle can be closed. Rather it refers to unquantifiable risk -a learning gap which can never, even in principle, be closed. Uncertainty in this sense pervades the economic process, colouring the decisions to consume, invest, supply labour and allocate wealth. In order for the economic process to proceed in spite of uncertainty, society adopts conventions as a basis for expectation formation, and, supported by the state, creates elements of stability to aid decision-making (see Hodgson, I988). The legal system supports the establishment of contracts, while the provision of outside money and bank regulation and supervision supports the evolution of a banking system which produces money as an asset to hold in times of particular uncertainty. Just as money's role is integral to the economic process, so the state's role is integral to the evolution of private sector institutions and conventions. While it is conceivable that the private sector could evolve such institutions and conventions without state support, and indeed can be said to have done so in particular historical instances, there is no guarantee that it would do so. Money is the ultimate object of liquidity preference. Understood in flow as well as stock terms (see Dow, I993, pp. I65-8), liquidity preference operates simultaneously on both sides of the banks' balance sheet. In addition to influencing the demand for bank deposits, liquidity preference also influences the expenditure and borrowing plans of the non-bank sector, as well as the willingness of banks to extend credit. A generalised increase in liquidity preference thus creates a paradox of liquidity (see Dow, I993, pp. I46-52) just when the demand for bank deposits rises because of increased uncertainty about asset values, their supply may be curtailed by a credit crumble. The financial system thus exacerbates the downturn phase of the business cycle. Similarly, the reverse process exacerbates the expansion in output in upturns: banks are most willing to expand credit just when demand for holding liquid assets is at its lowest.
The reserve ratio in many countries no longer acts as an effective constraint on credit, due largely to the priority given to promoting confidence in the financial system through the lender-of-last-resort facility. Central banks can use this facility to prevent an undue credit crumble when bank expectations turn out to have been over-optimistic. The UK banking system has probably gone furthest down the road of reducing required cash ratios: it is now almost entirely an inside money system. The outsideness underpinning the banking system is no longer a tangible metal, or even tangible liabilities of the public sector, but the experience of bank regulation and supervision. The public's concern, insofar as it exists, is that deposits might not be accepted as a means of payment because of concerns over the banks' actual or perceived solvency; a problem only of illiquidity, and perceived as such, can always be resolved by interbank lending, or lending by the central bank. That the UK public is not in general concerned about retail banks' insolvency, is a product of a long history of bank regulation and supervision and the absence in recent history of retail bank failures.
Regulation and confidence in supervision have acted as elements of stability THE ECONOMIC JOURNAL [MAY in a system which provides the vehicle, money, for the economic process, in a sector where expectations of asset prices are crucial and yet not covered by quantifiable risk. The structure of the financial system has been undergoing major change, which certainly invites a major rethink about regulation. But moneyness itself is a convention, the product of centuries of experience. To propose to remove these elements of stability and introduce a new convention is bold to say the least; the confidence arising from many years' experience is not to be dismissed lightly, nor can the behavioural effects of changing conventions be predicted easily.
II. CRITIQUE OF FREE BANKING PROPOSALS
The proposal to free the banking system from regulation rests on a very different view of money from that outlined above ( argues that the risk of adverse clearing without a lender-of-last-resort would be enough to encourage individual banks to buck the trend. But it is the presumed absence of uncertainty which allows Dowd (I996) to argue that banks can actually detect overvaluation of assets (implying, for example, that banks in recent years knowingly entered into the situation which generated bad debts).
Ignoring true uncertainty has pervasive importance, not just for the nature of the demand for money and the propensity for systemic instability, but also for the operational feasibility of a free banking system. Free banking proposals rest crucially on the market's capacity to value bank assets. In the absence of state regulation and supervision, it is the market which is to discipline banks into adopting prudent portfolios. Yet free bankers have not demonstrated that the market can actually generate the knowledge by which to assess bank risk; the word 'knowledge' is used advisedly-it is not a matter of complete or incomplete information, but rather a matter of the ability or otherwise to predict market values correctly, even within a probability distribution, and even in principle. Free banking would certainly provide the incentive to depositors to acquire more information about banks, but the question is whether even complete information is adequate for correctly assessing risk with respect to asset values.
The contrary argument is not that asset values can never be predicted, but Recognising that unwarranted runs might occur, Dowd (i989, pp. 27-3I) proposes, in the absence of an insolvency problem, that option clauses be invoked when bank reserves are reduced. Banks would retain the option not to redeem their liabilities, with some compensation if the option were taken up. Dowd (I995) takes convertibility as an institutional given, necessary for stability at the level of individual banks and as a source of general price stability. This would certainly be a reversal of recent banking history, in which the notion of an outside medium of redemption has become progressively less important. But if he is right that such a reversal is required, and if the public are not assured of redemption on demand, it is not clear how much confidence would be generated by the expectation that redemption would only normally be forthcoming. The use of the option clause, or even the possibility of its use, reduces the liquidity of bank liabilities and thus their moneyness. If redemption is as crucial for bank stability as Dowd argues, then option clauses would threaten that stability.
In order to satisfy the need for a safe asset, deposits would be attracted to the liabilities of those banks inspiring most confidence. While technical economies of scale in banking are not sufficient to induce concentration, there are significant economies of scale in generating confidence. The conventional judgement on confidence-inspiring portfolios would tend to favour large, wellestablished banks. This judgement would be reinforced continually by its consequence of high redeposit ratios for these banks. The liabilities of these banks would then dominate as media of exchange, and would tend to be held as reserves by the smaller banks. The stability of the smaller banks would then depend on the stability of the large banks, and the capacity of the large banks to assess the credit-worthiness of the small banks and to discipline imprudence. The stability of the system in other words would depend on the capacity and willingness of the large banks to act like a central bank.
The Benston-Kaufman proposal for a modified free banking scheme, whereby there would still be a central bank whose purpose would be to supply THE ECONOMIC JOURNAL [MAY the banking sector with adequate liquidity, would address the issue of systemwide instability up to a point. But there would be no direct lending of last resort to individual banks, and no supervision; supervision is seen as being superseded by risk-assessment by (competing) federal insurance agencies. It would be up to the interbank market, then, to decide on the terms on which reserves might be borrowed. But it has not been demonstrated that the allocation of reserves by the market would be based on better knowledge than that available to a central bank with a supervisory apparatus. Already the banking system has moved in the direction of free banking by having capital adequacy ratios as the centrepiece of regulation. If banks want to expand credit, then they must convince the market that it is warranted. But the market has shown itself to-make judgements which, in aggregate, are at odds even with available, concrete information. The market was remarkably sluggish in absorbing even the most obvious implications of the debt crisis. Free banking enthusiasts might argue that this myopia with respect to fundamentals is induced by the sense of security provided by the state, i.e. by moral hazard. But the onus is on them to prove that, without that sense of security, the market would have anticipated correctly the consequences of the increase in sovereign debt in the I970s, for example.
Moral hazard is in any case far from pervasive in a regulated system. Banks faced increased uncertainty in the I970S and 198os, first with increased exchange instability, then with crumbling asset values, and finally with increased competition due to deregulation. Even with deposit insurance and lender-of-last-resort facilities, banks expressed increased liquidity preference by shortening the term of assets, securitisation and so on (see Strange, I986; Gardener, I988). If such tactics were applied successfully (and that is a big 'if'), they could protect banks from failure in a free banking system, but this is a far cry from Dowd's image of the prudent banking system meeting the economy's needs.
Finally, free bankers argue that the risk of contagion does not justify regulation. It is argued that deposits would simply be transferred from the banks with unsound portfolios to banks with sounder portfolios, thereby encouraging sound portfolio management. But this argument ignores the potential for systemic instability. As Minsky's (i 982) theory elucidates, fragility increases for the financial system in general as the economy proceeds through an expansionary phase. Thus unrealistic expectations of asset values on the part of one bank are highly likely to be mirrored by unrealistic expectations on the part of other banks. Any resulting contagion would not be unreasonable; it would be the result of a change in conventional judgement about banks' asset values. This is where the Benston-Kaufman proposal is superior to the other free banking proposals: in the situation of a reversal in expectations about asset values, an increased supply of liquidity into the system (by the central bank) is the best policy for limiting the potential for instability. Davis, I992) . The case is easiest to make with respect to the United States, where the regulatory system has been conditioned by a dual statefederal structure and strongly conflicting interests. Yet it does not follow at all that the only reasonable alternative is no regulation. Many episodes of financial instability can be traced to misguided attempts to use regulatory power to control the money supply; since such a project is unworkable (see Goodhart, I994), it is not surprising that it should produce instability. Yet, free bankers share the monetarist view (applicable if at all only to early stages of banking development) that inflation is determined by the money supply which in turn is determined by bank reserves. Money supply regulation is accordingly the focus of their attention (see Benston, I 99 I, and Kaufman, I 99 I). The import of the argument presented here is that more attention needs to be paid instead to prudential regulation.
Benston and Kaufman (I995, I996) conclude from the US evidence that financial fragility is not the result of bank behaviour since it has tended to follow rather than precede failures in the real economy. But their evidence of financial instability accentuating instability in the real sector, far from contradicting Minsky's theory, actually supports it. It is in the nature of systemic fragility that the real and financial cycles are closely interrelated. Credit expansion to finance productive activity is diverted to unproductive activity when the real cycle turns around; financial euphoria takes on a life of its own which is eventually curtailed because high leverage makes borrowers particularly vulnerable to any normal shock. This pattern has been reinforced by the increasing participation of industrial companies in financial markets as lenders as well as borrowers. Thus, while the bursting of a euphoric financial While this system succeeded because central banking evolved naturally in the private sector, it cannot be presumed that such would necessarily always be the case. Scotland was a small, cohesive community, with strong and stronglyperceived interdependencies. Indeed it would be unduly cynical, and a misunderstanding of history, to argue that the activities of the two old banks were motivated purely by narrow self-interest. Any self-interest was tempered Secondly, the consequence of the old banks' notes being the standard of value encouraged concentration of the banking system. Certainly there were periods of competition, but each wave of entry was followed by a process of concentration. Such concentration is the natural consequence of the need to satisfy the demand for a stable money asset. It is evident in a wide range of banking histories, and is currently evident in the United States and in Europe following the first flush of competition encouraged by deregulation. There is no reason to doubt that a free banking experiment would also end up in concentration in the banking system. Finally, in more recent times, the debt crisis illustrates further the need for central banking functions which naturally arises in a deregulated environment. Sovereign debt expanded in the I970S on a flimsy knowledge base. When banks' asset values collapsed, they were faced with the dilemma of whether to write debts off or to reschedule, and concerns were voiced about the stability of the international financial system. The solution was found by making recourse to the IMF, whose knowledge base is much more extensive than that of individual banks, which can take a system-wide view, and which has a wellestablished supervisory apparatus. Faced with a systemic problem, the market demonstrated its need for a world central bank which even goes beyond the remit of national central banks.
Thus, at best, a totally deregulated market would throw up its own version of a central bank, with its provision of a standard of value and its supervisoryregulatory presence. But the long struggle in the United States to establish the Federal Reserve System provides just one example of impediments in the way of the emergence of central banking.
IV. THE FUTURE OF BANK REGULATION
What has been presented here is an argument against complete deregulation of banking, or a restriction of regulation to deposit insurance and the generalised provision of lender-of-last-resort facilities to the system as a whole. It is an argument for regulation on the grounds that the moneyness which is necessary to the working of the monetary system is a public good. However it is not an argument for complacency about bank regulation; regulation by its nature is problematic and certainly involves costs (see Gowland, I990). But economists should feel comfortable with addressing trade-offs between costs and benefits, and suspicious of any proposal which is presented as a cost-less solution.
The regulatory issues facing us now arise from market structural diffusion (see Gardener, Urgent regulatory issues are therefore posed by the potential for financial instability which has arisen with a partial dismantling of regulation and from the changing role and behaviour of banks themselves. To suggest a complete removal of regulation as the solution to these issues is both to admit defeat and to court disaster.
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